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LONG-TERM CAPITAL GAINS 
THROUGH REAL ESTATE INVESTMENT 


‘HERE is a long-term real estate cycle. This has been disputed during 
2 & each real estate boom, as many persons witha vested interest in the con- 

tinuation of the boom are reluctant to admit that real estate activity, con- 
struction, and values can go down after a prolonged rise. It is never aggressively 
disputed during a depression, as at that time its implications are all optimistic, 
and most people dearly love optimism. As a result, most investors take a round 
trip on the economic cycle. This, however, is not quite so bad as it seems if 
they can stay on long enough, as the cycle has generally had an ascending trend; 
that is, values in a depression do not sink to the values in the preceding depres- 
sion, and values in a boom exceed the values in the preceding boom. * Since this 
has been true, it would appear that all that is necessary to make money in real 
estate is to buy it and holdit, and, as a rule, if this policy has been followed for 
a long period of years on well-selected properties, there has been a considerable 
appreciation in value. 


I believe that a detailed study of the changes in values over a long period of 
years will lead to the inescapable conclusion that the long-term accumulation of 
capital can be increased by a buy-and-sell policy. I am not stating that real estate 
is not a good investment, but I am saying quite definitely and without any fear of 
successful contradiction that real estate is a far better investment at some times 
than it is at others. 


In June 1935 on a business trip I had to spend a weekend in Hartford. The 
weather was bad, and I was marooned in my hotel with nothing particular to do. 
I started thinking about an in-and-out investment policy for real estate, starting 
with only $2,000 in 1900. I tried to estimate how this original capital would 
grow if handled in accordance with the fluctuations of the cycle. This was pub- 
lished in the Real Estate Analyst of June 1935, and was well received. Again, in 
December 1948, I went over the old figures and republished the study. 


Recently I received a letter from one of our clients who remembered these 





"See chart on changes in real estate values - “As I See the Fluctuations in the 
Selling Prices of Single-Family Residences,” Volume XXI, Number 57, published 
by Roy Wenzlick & Co. 
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older studies and who asked if I could bring the material up to date. The large 
chart in this report is the result. 


This chart is different from those that went before in that the earlier bulletins 
used hypothetical figures, as no exact figures were available on the fluctuations 
in the selling prices of real estate. Within the past year, however, the develop- 
ment by our organization of an index based on the actual fluctuations of the selling 
prices of real estate has enabled me to redraw these earlier charts, not ona 
theoretical basis, but on the basis of the actual developments. Another change in 
the current chart is that it starts in 1917 with $5, 000, in place of 1900 with $2, 000, 
as it seemed to me that most of our subscribers would not have personal expe- 
rience with real estate for the periods prior to 1917. Another difference in the 
current chart is that in the last sale of real estate we have computed the capital 
gains tax and have deducted this from the profits of the sale. For the sale in 
1927 we made no computation on the capital gains tax, as the tax was not of much 
importance at that time, and we have assumed that it was more than ofiset by 
the earnings of the real estate prior to 1927. 


Throughout the entire chart we have leaned over backwards, as we think 
the actual results of the policy we have outlined would have been vastly better than 
the conservative viewpoint we have adopted. First, we are assuming that all in- 
come from those periods in which the capital is invested in real estate, above taxes, 
mortgage interest, and other expenses, has been spent and has not been pyra- 
mided. Actually, if this excess income had been used to retire mortgage indebt- 


edness - and in that way compounded with the principal - the growth of capital 
during the 35-year period would have been much greater. In our present assump- 
tion, however, we have plenty of leeway to take care of mortgage loan commis- 
sions, sales commissions, and all other expenses incidental to the ownership of 
real estate. 


Second, in a like manner during the period in which the capital was invested 
in mortgages we have assumed that the interest from these mortgages was spent 
and was not added to the capital. 


With these preliminary statements let us follow through this in-and-out invest- 
ment policy from 1917 to the present, and then let us think a little bit about its 
implications for the future. 


During the early 1900’s we went through a real estate boom in the United 
States followed by agradually declining rate of real estate activity until 1915. World 
War I started in 1914, but, in spite of the war, real estate activity increased during 
most of 1915 and 1916. It was dropping during most of 1917, and by that time 
real estate values had shown a marked decrease from the boom values of the 
early 1900’s. Accordingly, Iam assuming that a wise investor would invest 
$5, 000 of his own money in properties worth $15, 000, on the assumption that 
most people at the time thought that real estate was a poor investment and that 
this fact had depressed its value. The red area below our zero line on the chart 
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shows the indebtedness of $10,000 which this man assumed. The shaded area 
above the zero line shows the $5,000 equity in 1917 and the way this equity in- 
creased until 1927. 


A study of our present charts showing the way real estate sales prices have 
changed would indicate that 1927 was not the most advantageous time to sell, but 
I am endowing our hypothetical investor with no superhuman characteristics, and I 
am assuming that he would be influenced in his decisions solely by the behavior 
of our real estate activity chart. By the fall of 1927, real estate activity had 
been declining for more than 2 years, construction activity had passed the peak, 
and the safe profits in real estate equities had been made. Had he held on until 
the middle of 1929 his profit would have been greater, but there is also quite a 
probability that he would have held too long, and, if he sold in 1930 or 1931, his 
profit would have been much less. 


I am assuming that when he sold his property in 1927, he invested the $26, 700 
equity money in conservative mortgages. The current rate on first mortgages 
at that time was 6%, but were he willing to take 5% on these mortgages, he could 
have secured them on a very conservative basis. From the fall of 1927 until the 
end of 1936 I am assuming that he continued to hold his $26, 700 mortgages and that 
he spent the interest of $1,335 a year. By 1936, however, real estate activity had 
been rising for several years, and although real estate was still in disrepute as 
an investment with foreclosures still quite high, many of the fundamental factors 
which affect real estate were changing, factors which convinced me that a new 
real estate boom was in the making.” Again it would have made relatively little 
difference had our hypothetical investor continued to hold mortgages for an addi- 
tional year, but it is always better to move too soon than too late. 


We are assuming that at the end of 1936 he converted his $26, 700 worth of 
mortgages into equities in properties worth $80,100, with mortgages totaling 
$53,400. In order to simplify our illustration, I am assuming that these mortgages 
were continued without payoff until 1949. This is probably not the way in which 
the financing would have been carried on, but I believe that the mortgage holder 
would have been willing to renew from time to time in view of the fact that the 
value of the property was increasing rapidly. The income from the $80, 100 worth 
of real estate is entirely disregarded in our study, even though by 1948 the prop- 
erty had reached a value of almost $220,000. Certainly this income would have 
been more than sufficient to take care of the interest on the mortgage, taxes, 
renewal fees on the mortgage, and operatifig expense, and would have provided 
in addition a sizable return to the investor. By the latter part of 1949, however, 
our investor felt that the safe profit had been made. He did not know that the 
Korean War would start the following year and bring on a new round of inflation. 
Real estate activity had been dropping since 1946. Not wishing to risk the safe 

(cont. on page 512) 





“See The Coming Boom in Real Estate, by Roy Wenzlick. Simon and Schuster, 
New York, 1936. 
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GROWTH OF A $5,000 INVESTMENT FUND FROM 1917 TO THE PRESENT 


MORTGAGE EQUITY IN MORTGAGES CAPITAL 
DATE VALUE OWED REAL ESTATE HELD GAINS TAX 


Fall , 000 $10, 000 $ 5,000 
March , 652 10, 000 7,652 
June , 346 10, 000 7, 346 
September , 040 10, 000 7, 040 
December , 368 10, 000 8, 368 
March , 080 10, 000 9, 080 
June , 694 10, 000 9,694 
September 100 10, 000 10, 100 
December , 448 10, 000 12, 448 
March , 776 10, 000 13, 776 
June , 918 10, 000 15, 918 
September , 164 10, 000 13, 164 
December , 490 10, 000 14, 490 
March , 000 10, 000 20, 000 
June , 000 10, 000 20, 000 
September , 918 10, 000 20,918 
December , 918 10, 000 20,918 
March , 286 10, 000 19, 286 
June , 000 10, 000 20, 000 
September , 286 10, 000 19, 286 
December , 000 10, 000 30, 000 
March , 652 10, 000 22,652 
June , 652 10, 000 22,652 
September , 652 10, 000 22,652 
December , 326 10, 000 21, 326 
March , 674 10, 000 23,674 
June +, 082 10, 000 24, 082 
September , 408 10, 000 25, 408 
December , 408 10, 000 25, 408 
March , 428 10, 000 26, 428 
June , 374 10, 000 26, 374 
September , 448 10, 000 27, 448 
December , 448 10, 000 27, 448 
March , 060 10, 000 28, 060 
June , 082 10, 000 24, 082 
September , 408 10, 000 25, 408 
December , 428 10, 0.0 26, 428 
March 694 10, 000 24, 694 
June 122 10, 000 26, 122 
Fall , 700 10, 000 26, 700 
Fall 


Fall 

Fall 
March 
June 
September 
December 




















GROWTH OF A $5,000 INVESTMENT FUND FROM 1917 TO THE PRESENT 


MORTGAGE EQUITY IN MORTGAGES CAPITAL 
DATE VALUE OWED REAL ESTATE HELD GAINS TAX 


March $ 92,748 $53, 400 $ 39, 348 

June 95, 700 53, 400 42, 300 

September 90, 218 53, 400 36, 818 

December 83, 052 53, 400 29, 652 

March 84, 316 53, 400 30, 916 

June 88, 532 53, 400 35, 132 

September 81, 364 53, 400 27, 964 

December 87, 264 53, 400 33, 864 

March 83, 050 53, 400 29, 650 

June 90, 218 53, 400 36, 818 

September 92, 748 53, 400 39, 348 

December 92,748 53, 400 39, 348 

March 87, 268 53, 400 33, 868 

June 84, 316 53, 400 30, 916 

September 92, 748 53, 400 39, 348 

December 95, 700 53, 400 42, 300 

March 98,650 53, 400 45, 250 

June 101, 180 53, 400 47, 780 

September 99,914 53, 400 46,514 

December 95, 700 53, 400 42, 300 

March 98, 650 53, 400 45, 250 

June 104, 130 53, 400 50, 730 

September 107, 080 53, 400 53, 680 

December 107, 080 53, 400 53, 680 

March 118, 042 53, 400 64, 642 

June 112, 562 53, 400 59, 162 

September 123,944 53, 400 70, 544 

December 126, 474 53, 400 73, 074 

March 132, 376 53, 400 78, 976 

June 140, 808 53, 400 87, 408 

September 143, 338 53, 400 89, 938 

December 154, 720 53, 400 101, 320 

March 177, 064 53, 400 123, 664 

June 197, 300 53, 400 143, 900 

September 200,672 53, 400 147, 272 

December 202, 358 53, 400 148, 958 

March 197, 298 53, 400 143, 898 

June 197, 298 53, 400 143, 898 

September 205, 730 53, 400 152, 330 

December 210, 790 53, 400 157, 390 

March 219, 222 53, 400 165, 822 

June 219, 222 53, 400 165, 822 

September 216,692 53, 400 163, 292 

December 214, 162 53, 400 160, 762 

March 210, 790 53, 400 157, 390 

June 208, 260 53, 400 154, 860 

Fall 215, 006 53, 400 161, 606 

Fall $121, 371 $40, 235 
1950 121, 371 
1951 121, 371 
1952 121, 371 
1953 121, 371 
1954 121, 371 
1955 121,371 
1956 121, 371 
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(cont. from page 507) 
profit he had made by continuing to hold in a more hazardous period, he disposed 
of his property for $215,006. Had he continued to hold until the fall of 1951, he 
would have fared better but, again, I am giving him no special forecasting ability. 


Upon selling his property he pays a capital gains tax to the Federal Govern- 
ment of $40,235. This leaves.him $121, 371, which he now invests in conservative 
mortgages. He spends the interest he receives and will keep his money in mort- 
gages until probably some time around 1957, 1958 or 1959. Under this as- 
sumption his money would be in mortgages during a readjustment phase of the 
real estate cycle. Just so soon as he becomes convinced that the greater part of 
the readjustment is over he will start thinking again of switching from mortgages 
to equity, but on this next switch his $121, 371 of equity on the same assumptions 
which we have used in the past would support a real estate investment of $364, 113. 
If increases in value occur in the next cycle similar to the experience of the 
past, toward the top of the next boom he should be able to take out between $300, 000 
and $400, 000, the growth in capital from his $5, 000 invested in 1917. 


I can hear someone bring up the objection that during the depression of the 
thirties there is some chance that his mortgages would be in default and that he 
might have to foreclose. You will remember that I suggested an interest rate 
below the market in order to secure ultraconservative mortgages. If it becomes 
necessary to foreclose, don’t worry, because it would be time to be getting back 
into equities anyway. 


In contrast with this in-and-out policy, let us consider the results of investing 
$5, 000 in real estate in 1917 and allowing it to stay invested over the entire period. 
In order to make the two investments comparable, we must also assume that the 
$5, 000 investment equaled a one-third equity in 1917, in other words, that we had 
a $10,000 mortgage, and we are assuming that this $10,000 mortgage remained 
on the property up to the present time. 


In order to compare the results of the continuously held investment, we would 
have to turn to our index of the variations in selling prices, and we find that a 
$15, 000 property in.1917 would on the average sell today for $58,570. Subtract- 
ing the $10,000 mortgage would give us a net amount of $48, 570 if sold today. 
On the other hand, a property held from 1917 to the present and sold under these 
conditions would pay a capital gains tax of $14,125. Subtracting this from the 
$48, 570, leaves a net of $34, 445 in contrast with the net of $121,371 which was 
the net on the in-and-out policy. 











